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TERMINATION ORGANIZATION AND PROCEDURES 
By Frank A. Lamperti, Chief Cancellation Cost Accountant, 
Western Electric Co., New York, N. Y. 


< beep QUESTIONS of promptly settling terminated contracts 

and disposing of unused materials resulting from such termina- 
tions have been given much prominence lately by the collective 
attention paid to these problems by official Washington, including 
Congress, high officials of all branches of the Armed Services, 
and the Baruch Group. A great deal has been said and written 
on the vastness of the problem, the myriad of specific difficulties 
to be overcome, the potential repercussions on the country’s post- 
war economy and prosperity, and many other possible dangers, 
each of which could be national in scope or reduced specifically to 
more restricted areas and applied to individual war production 
companies, each of which will be confronted with the problem of 
terminations either during or after the war. 

It is not the purpose of this article to go into these problems of 
the future except to state in passing that each company must keep 
informed of all legislation that is passed and new regulations issued 
so that its procedures may be modified to conform. 

Let us turn to our immediate problems. While huge figures 
are being thrown around in respect to the total value of termina- 
tions at the end of the war, it is a fact that industry and the Gov- 
ernment are confronted with the need of settling claims covering 
some $10 billions of contracts which have been terminated to date, 
with the prospect of increasing volume as we approach the end 
of the European phase of the war. The dollar value of the ter- 
minated portions of these contracts must be computed and settle- 
ment effected with the Government under present regulations and 
with the present machinery, be it inadequate or otherwise. 


Termination Clauses 

The thoughts and suggestions that follow are based on-experi- 
ence with terminations which have been extensive as to number 
and dollar volume. These terminations have come from practi- 
cally all branches of the services, with individual claims ranging 
anywhere from a few hundred dollars to many millions of dollars. 
Until recently, requirements differed with each branch of the ser- 
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vice, although the standard terminations clause, Procurement Reg- 
ulation 324, is being used by all branches of the Army. The Navy 
had no standard clause, but towards the end of 1943 it started 
using a fairly uniform clause. The introduction of the Baruch 
Uniform Termination Clause will eliminate this situation in respect 
to all new war contracts, and to the extent desired by the contrac- 
tor it will apply to existing contracts. This uniform clause does 
not differ substantially from P. R. 324, except as to allowable 
profit. However, no directive has been issued outlining the pro- 
cedures to be followed either by the Armed Services or the con- 
tractor in processing a claim, and the methods followed presently 
by the Army and the Navy differ in many respects. In spite of 
these differences, it is urged that the same practices and policies 
be followed in compiling a claim, regardless of the branch of the 
service issuing the termination. Standardization based on a com- 
pany’s established accounting practices should assist in expediting 
the compilation and presentation of the claim and prove helpful 
to the contractor in meeting requirements that may enter into 
negotiating claims with contracting officers. 


Regulations 

The Navy has issued no directives in respect to elements of cost 
that are admissible in contracts. In general, they have taken the 
position that the provisions of the Green Book, “Principles for 
Determination of Costs under Government Contracts,” issued 
jointly by the War Department and the Navy Department under 
date of April, 1942, apply. The Army has issued Procurement 
Regulation 15, “Termination of Contracts for the Convenience 
of the Government,” setting forth the principles governing (1) the 
selection for termination of one or more of several contracts for 
the same item and the extent of termination of each such contract, 
and (2) procedures and guides in negotiating settlements after 
the decision to terminate has been made. In addition, the 
Army has issued the Termination Accounting Manual for fixed- 
price supply contracts T. M. 14-320 which is primarily “a guide 
to government personnel in their accounting review or examina- 
tion of settlements proposed by contractors so that contracting 
officers may have a factual basis upon which to negotiate settle- 
ments.” 
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The “Statement of Principles for Determination of Costs upon 
Termination of Government Fixed-Price Supply Contracts,” 
which was issued at the same time as the uniform termination 
clause, clarifies this situation materially and is a step in the right 
direction. The statement of principles does not supplant P. R. 15 
and the Termination Accounting Manual but attempts to clarify 
some of the controversial items. It is necessary that this be 
studied in conjunction with the other documents. In other words, 
the Termination Accounting Manual elaborates in detail on the 
accounting precepts given in Procurement Regulation 15. It is 
absolutely fundamental that any company which has terminated 
contracts or which may have terminated contracts familiarize it- 
self with this regulation and the manual. It is suggested that for 
want of specific directives in respect to the Navy that the manual 
and the regulation be used as a guide in compiling claims for 
terminations emanating from the Navy as well. 


The Termination Organization 


It is recommended that in preparing for terminations each com- 
pany designate an officer or an employee of high rank to be in 
charge of terminations and that he be assisted by as much of an 
organization as he may need. A high Army officer stated from 
the speaker’s platform recently that every company had better 
organize for terminations and develop specia‘ists in this field, and 
that if they do not do so there will come a time when they will 
wish they had (his language was much more emphatic than that). 
The employee in charge of termination activities should be an 
executive with a thorough commercial background and with some 
accounting and financial experience. The larger companies have 
found it expedient to place on his staff a lawyer, an accountant, 
and an operating engineer. This group should be charged with 
the responsibility of issuing all company instructions in respect 
to processing and negotiating claims with the Government. The 
organization and its position in the company will vary with the 
needs of different companies. Smaller entities may find that a 
few employees can do all the work required whereas others will 
need large flexible groups. In some instances, because of the 
extent of the task, it may be necessary to make this an advisory 
bedy with functional responsibility only. Im every case it is 
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fundamental that someone in the company be thoroughly versed 
and in a position to keep up to date with all requirements and 
regulations in respect to terminations. 

In accordance with Procurement Regulation 15, a claim sub- 
divides itself into three sections, each of which may be presented 
separately to the Government if expedient. These sections are: 


1. The company’s claim in respect to its own costs covering 
the terminated portion of the claim, 

2. Subcontractors’ claims, and 

3. Expenses incurred subsequent to the date of termination. 


It is the opinion of government contracting officers that the pres- 
entation of the claim may be expedited if presented in this man- 
ner, and it is to the interest of both the Government and the 
contractor to have settlements effected as promptly as possible. 
The regulations and the contracting officers, as well as govern- 
ment speakers, emphasize the need of preparing a claim in 60 
days, which is an objective well worth meeting, but very difficult 
of accomplishment at the present, due principally to the need of 
continued production. With emphasis being placed properly on 
that aspect, terminations become somewhat of a by-product. Ways 
and means must be developed by each company to accomplish 
both. 


Types of Terminations 

Another very troublesome aspect is the nature of present-day 
terminations. These terminations result from the fluidity of war, 
causing changing requirements based on experiences learned in 
combat and the changing scenes of combat. Consequently, few 
are clean-cut. Most of them require that work be stopped at a 
certain point, so that at the date of termination there is a con- 
tinued portion which must be kept in production. In another type 
of termination certain contract items of an order are discontinued 
or reduced and the remaining items continue in productiron. Obvi- 
ously, in either of these cases it is impracticable to stop work and 
take an inventory, as such a procedure would interfere with the 
war effort. The solution is either to wait until the continued 
portion of the contract is delivered before attempting to compile 
a claim or to find ways and means of taking the necessary inven- 
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tory without stopping production. In the former case the 60-day 
interval is out. The alternative is a paper inventory, which may 
not be quite as accurate as the physical one, but has in its favor 
the element of speed and non-interference with production. This 
latter method will be covered in more detail later. 

Another troublesome feature closely associated with termination . 
is the problem c‘ “holds” placed on a company so that the respon- 
sible government agency may decide later whether it wisies to 
terminate an order. “Holds” are costly in that they create idle 
time and machinery and result in added costs associated with 
such a condition. If a “hold” is not removed quickly it may in- 
volve the moving and storing of applicable materials and processes 
until such time as a decision is reached, so as to release the facili- 
ties and floor space for other work. No machinery has been set 
up to reimburse a contractor for such additional costs either 
through termination or as a specific item in the event production 
is continued. The solution suggested is to place the procurement 
agency on notice that a “hold” will be accepted only if additional 
billing to cover the resulting increased cost is authorized. 


Steps in Preparing for Terminations 

In preparing for terminations the organization which is estab- 
lished for the purpose can build a substantial foundation before 
general terminations take place. The following steps are sug- 
gested and may be used as a guide for this work, with such modi- 
fications as specific conditions within a company require: 


. Prepare a functional organization chart. 

. Define the responsibility and authority of the termination 
organization and how it is to function. 

. Prepare specific instructions covering all aspects of ter- 
mination procedures for the use of all organizations and 
subcontractors. 

. Prepare termination notice forms for notifying affected 
Organizations and subcontractors. 

. Determine the company’s policy in respect to examining, 
processing, and auditing subcontractors’ claims. 

. Determine who will negotiate settlements of terminated 
claims with the contracting officer. 
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. Ascertain that inventory methods are adequate for taking 
a physical or paper inventory and that the records of the 
cost departments are adequate to determine the values 
of the items inventoried regardless of stage of completion, 
on a basis that will be satisfactory to the Government. 

. Design such forms as may be necessary to expedite the 

completion of the company’s claim, subcontractors’ claims, 
and the presentation of the company’s claim to the Gov- 
ernment. 
Plan the method of preparing reports and provide for 
accounting requirements under termination so as to be 
in a position to furnish promptly statistical data needed 
by management. 

j. Establish with the services, in so far as possible, the 
method of presenting the company’s claim, the procedures 
to be followed in securing partial and final payments, and 
provision for disposition of material resulting from ter- 
mination. 

. Keep informed on all government directives, legislation, 
and literature on the subject. 

Provide facilities for physical separation and storage of 
all materials resulting from terminations. 

. Study the possible advantages of securing a VT loan. 
This includes possibly forecasts of the company’s finan- 
cial condition at the time of general terminations and the 
determination of whether the company will be able to 
survive in the event of freezing of its investment in war 
work for any considerable period of time. 


net oe ee 


These various measures may be read over very quickly, but 
they represent a great deal of work—work that is well worth- 
while and that will establish a pattern and a flow of data if done 
properly, saving much time and many headaches when a company 
actually has terminated contracts. 


Instruction Needed 
Most of these steps are self-explanatory. As an example of 
the preparatory work that can be done in connection with any of 
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these items, the following list illustrates matters on which instruc- 
tions should be developed : . 


1. Division of responsibilities and definitions. 

. Processing the company’s claim and billing thereof when 
the company is a prime contractor. 

. Processing suppliers’ claims and payment thereof. 

. Establishing the need for a field review of suppliers’ 
claims. 

. Approvals required in respect to (a) processing sup- 
pliers’ claims, (b) the payment thereof, (c) company’s 
claims on the Government, and (d) claims on prime con- 
tractors when the company is a subcontractor. 

. Accounting for time spent and direct expense incurred in 
specific terminations. 

. Progress reports on terminations. 

. Processing the company’s claim and billing therefor when 
the company is a subcontractor. 

. Routines in respect to requests for partial payments. 


Each of these steps establishes the pattern that is to be followed; 
provides for concurrent processing and payment of suppliers’ 
claims and computation of the company’s own claim; provides all 
forms for use in the compilation of the company’s claim, in the 
taking of inventory, in the presentation of claims by subcontrac- 
tors, in recording the time of employees engaged in post-termina- 
tion work; and states which employees shall keep such records. 
We believe the series covers the entire field from the time a notice 
of termination is received until such time as a claim is presented 
to the Government and the amount collected. Changes in pro- 
cedures and the effect of new directives should be incorporated as 
quickly as possible so that the series of instructions will be up to 
date at all times and interested organizations fully informed. 
Under step j, consideration should be given as to whether the 
over-all or the inventory method of presenting a claim is to be 
used. Each of these methods has its advantage under certain 
conditions. It is generally believed that the over-all or total cost 
method is preferable in those cases where a termination takes 
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place at a time when there has been relatively little or no produc- 
tion, and that the inventory method is advantageous when ter- 
mination takes place at a point where fairly extensive deliveries 
have been made and production is pretty well along on the contract. 
The basic difference between the inventory and the over-all 
method is that the former is confined to the terminated portion 
of the contract and has no bearing on the delivered portion, where- 
as the latter takes into consideration the entire contract including 
deliveries. In effect it results in a renegotiation of the completed 
portion of the contract. For a detailed analysis of the two meth- 
ods you are referred to P. R. 15 or to the Termination Accounting 
Manual. 


Partial Payments 

The question of how a contractor is to be financed in the inter- 
val between cancellation and the final settlement of his claims is 
very important and may represent the difference between survival 
and failure at the time of general terminations. There will un- 
questionably be legislation in this respect, but in the meantime 
it is necessary to arrange with the contracting officer for partial 
payments. All agencies agree that partial payments are essential. 
Both the Army Standard Termination Clause and the Uniform 
Termination Clause provide for partial payments, but the ma- 
chinery must be set up in respect to each termination. In the 
case of the Army it is possible by supplemental agreements, 
executed by the contractor and the contracting officer, to provide 
for partial payments in respect to subcontractors’ claims and the 
company’s own claim after establishing to the satisfaction of the 
contracting officer that the amounts requested will come substan- 
tially within the amount of the final claim. All payments so 
received are considered partial payments in respect of the final 
settlement. 

The Navy also recognizes the need for prompt partial payments, 
but to date has not provided any machinery for making such pay- 
ments before the entire claim is in its final form. Incidentally, 
there is no provision as yet in Navy terminations which would 
enable a contractor to submit his claim in sections along the lines 
provided for under P. R. 15 for the Army. 
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Settlement by Negotiation or Formula 

Settlement of terminated contracts may be effected by negoiia- 
tion or by the application of the formula which is included in the 
termination clause. It is the general belief that the negotiated 
settlement is preferable to the formula and that the latter should 
be resorted to only in the event of failure to reach a settlement 
agreement in negotiation with the contracting officer. The for- 
mula method has in the past been relied upon very extensively by 
the Government and in normal times has proved to be entirely 
adequate. However, its rigid limitations nullify its usefulness as 
quickly as the volume of terminations assumes emergency propor- 
tions. The various items in the claim are established by detailed 
audits conducted by the Government. The contracting officer is 
also given the responsibility of ascertaining the percentage of com- 
pletion for the purpose of computing profit. After that has been 
accomplished and the contracting officer is satisfied, the proposed 
settlement is examined by a payment officer. He, too, if he con- 
siders it necessary, may require additional accounting data to sat- 
isfy himself as to the propriety of all the items. When settlement 
has been reached and payment made, it is subject to additional audit 
by the Comptroller General. If he concludes the payment to be 
excessive, the payment officer or the contracting officer is held per- 
sonally liable for the overage. Obviously, any settlement by for- 
mula will require the most exacting and comprehensive types of 
audits, which are time consuming and will bog down under the 
pressure of extensive requirements. 


Disposition of Material 

The disposition of termination material is one of the most seri- 
ous problems in the prompt processing and filing of a claim, In 
order that the maximum amount of such material may be disposed 
of prior to the time of filing the company’s claim, complete or 
partial lists of usable material of major importance should be sub- 
mitted as promptly and as frequently as available to the contract- 
ing officer for instructions as to disposition. At the time these 
inventory lists are submitted, recommendations relative to the dis- 
position of the material should accompany the inventory, except 
as authorized in the notice of termination or otherwise by the 
contracting officer in writing. The specific written approval of 
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the contracting officer must be secured for each transaction and 
retained in file in substantiation of such transaction. 

P. R. 15 states that the termination notice will indicate whether 
material may be disposed of at no cost to the Government without 
further approval. It is recommended that in those cases where 
the termination notice does not stipulate the conditions under 
which material may be disposed of that the contracting officer be 
contacted for general written instructions in this connection as 
any such directives are very helpful. These directives may permit 
without specific approval the diversion of material to other gov- 
ernment contracts at no cost to the Government, and they may 
also provide for the sale of such materials to others at a certain 
stipulated discount from cost without specific approval. This dis- 
count usually covers cost of handling and possibly freight. Where 
such directives are not received, it is to the contractor’s interest 
to secure the specific approval of the contracting officer for each 
transaction and his authority for disposition, regardless of the 
time element. 

While every effort should be made to dispose of material in 
accordance with the precepts that are laid down in respect to a 
particular termination, the processing of the claim and the prepa- 
ration of the necessary data, as well as the processing of sub- 
contractors’ claims, should not be delayed in any way pending 
authority from the contracting officer for the disposition of the 
material. The work of preparing the claim and the disposing 
of the material should be carried on simultaneously. The neces- 
sary forms and associated schedules covering the company’s claim 
should be prepared and submitted to the contracting officer as 
quickly as possible regardless of the status of the disposition of 
material. Any transactions authorized subsequent to the presen- 
tation of the claim can be taken into consideration in the final 
settlement or provided for by subsequent credits or billing to the 
Government, as the case may be. In those instances where the 
Government authorizes diversion of material at no cost to the 
Government, it would be helpful if it also authorized the exclu- 
sion of such items from the claim. Large claims may involve 
thousands of items requiring a great deal of clerical work, and 
any general provisions permitting exclusion of items diverted to 
other contracts would reduce this volume and tend toward over-all 
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simplicity. However, in those instances where this authority is 
not granted, it is suggested that every item be entered in the claim, 
specific authority secured for whatever action is taken, and the 
claim credited with the amount received or allowed by the com- 
pany for materials disposed of. It is suggested, further, that the 
company make an offer immediately on its inventory list for all 
items it can retain to advantage. For those items which have 
no applied value to either the company or to outside purchasers, 
it is suggested that a scrap offer be made. 

As stated before, the disposition of material is unquestionably 
one of the biggest problems in the prompt processing of claims. 
The problem at the present time is different from that which we 
may expect after the close of the war. Present emphasis is on 
production, and it is absolutely essential that these materials be 
diverted to production as quickly as possible, so that very produc- 
tion provides an outlet for the material. After the war, the Gov- 
ernment will undoubtedly have to take title to all of this material 
and the eventual disposition is one of the more prominent post- 
war problems. 

Another element associated with the disposition of material is 
the need for separate storage for such materials as mentioned in 
step | above. Unless this segregation is made and made promptly, 
these materials resting on the floor along with other materials of 
current production will become so diffused throughout the plant 
that it will be almost impossible to produce them whenever a re- 
quest is made for such materials. The potential confusion can be 
great and result in substantial loss of time and possibly many 
changes in the inventory which is submitted to the Government. 
It must be borne in mind that all of this material which is not 
disposed of becomes the property of the Government at the time 
of final settlement. Reasonable care must be taken to preserve 
it in usable condition for the Government and it must be made 
available to the Government upon request. 


Steps After Termination 
If a foundation of this type is provided it would facilitate the 
erection of the super-structure required after termination, which 
may be outlined briefly as the following steps : 
a. Issue orders to stop work to all organizations interested. 
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. In accordance with the provisions of the termination 
notice, determine the stage at which work on each part 
is to be stopped. 

. Summarize all open purchase orders and commitments and 
determine the status of all contracts. 

. Advise all subcontractors and suppliers by telegram of 
the contract termination. 

. Forward to subcontractors and suppliers instructions cov- 
ering their termination procedures and forms on which 
their claims are to be filed. . 

See that subcontractors stop work promptly in accordance 
with the instructions furnished them. 

. Issue instructions to the subcontractors on what to do 
with work in process, material on hand, and commitments 
with their suppliers. 

. Take a physical inventory of raw materials, finished parts, 
work in process, and miscellaneous stores applicable to 
the terminated contract. 

Segregate material on hand and in process, and store such 
items separately. 

Determine which part of the inventory represents items 
which the company may want to keep and make an offer 
for such items. 

. See that material which was furnished by the Government 
at no charge is properly protected and accounted for. 
Determine the dollar value of the inventory and compile 
final costs for all such items, spare parts, tools, and facili- 
ties. 

. Undertake disposition of material in accordance with gov- 
ernment requirements. 

. Maintain record of cost incurred subsequent to termina- 
tion. 

. Maintain records and compile journal entries required, and 
in so far as possible segregate such records so as to have 
them readily available for audit. 

. Ascertain that subcontractors take proper inventories. 
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q. Ascertain that subcontractors compile costs in proper 
form for settlement of their claims. ~ 

r. Assist subcontractors in the disposition of their material 
and in making offers for such material as they wish to 
retain. Submit copy of their inventory to the contracting 
officer for instructions as to disposition and specific ap- 
proval of offers made immediately upon receipt. 

s. Enter into and complete settlement agreements with sub- 
contractors on the written approval of the contracting 
officer. 

Negotiate partial and final contract settlement with the 
contracting officer. 


As indicated before, a termination settlement in respect to any 
of the branches of the Army may be composed of a large number 
of segments. In many cases these may be handled piece- 
meal, such as the disposition of the inventory of raw materials 
and work in process, negotiations with subcontractors, preparation 
of the subcontractor’s proposal, and requests for partial payments. 
However, all of this work must be carried on concurrently ; other- 
wise there will be substantial delays. Close cooperation must be 
maintained between the government representatives, the contrac- 
tor, and his subcontractors. Each termination must be pro- 
grammed and scheduled and every step to be taken must be 
planned and arranged, if prompt action is to be expected. 

The termination notice, received by the organization which has 
the contact with the interested procurement agencies, should be 
studied and analyzed carefully and a telegraphic notice sent to the 
factory or plant responsible for the manufacture of the product. 
The telegram should be followed by a written cancellation notice 
which spells out all of the details of the termination, gives in- 
structions to stop work, and specifies the point at which the work is 
to be stopped in respect to each item included in the termination. 
The factory, on receipt of this notice, should issue suchchange 
orders as may be necessary to comply with the requirements. A 
Summary will then be made of all the purchase orders and an 
analysis of each order made so as to provide a division between 
materials received and materials still on order. 
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Getting the Subcontractor’s Claim 

The representatives of the general purchasing department lo- 
cated at the factory will then notify by telegram each subcontrac- 
tor of the termination for the convenience of the Government and 
of the conditions under which work is to be stopped. This should 
be followed by a formal written notification which gives detailed 
directions as to the stoppage of work, and should be accompanied 
by a series of forms on which inventories are to be recorded, with 
instructions on how inventories and claims are to be compiled. 
The subcontractors should be asked to make offers on all items 
on their inventory which they wish to retain, either for their own 
use or for sale to outside customers. 

These forms may be subdivided as follows: 

Page 1—A summary of the subcontractor’s claim. This sum- 
mary would divide the claim into the following elements: 

a. Price for completed units or assemblies on hand or un- 

billed ; 
Factory cost of work in process ; 
Cost of unprocessed raw materials and unused parts; 
Cancellation costs for open obligation to their suppliers; 
General and administrative overhead ; 
Cost of taking and evaluating inventories ; 
Profit before federal income and excess profit taxes ; 
Storage charges applicable to inventories ; 
Other ; 
Total ; 
Proposed allowance for usable materials ; and 
Net amount of claim. 


raemeans 
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Page 2—Inventory of the completed units of assemblies not 
billed. 

Page 3—Inventory of work in process. 

Page 4—Inventory of raw materials and parts. 

Page 5—Obligation to suppliers for open commitments. 

Page 6—Inventory of material which is the property of the 
prime contractor. 
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Note: This latter inventory deals with quantities only and has 
no bearing on the subcontractor’s claim. 

As these forms are developed they should be approved by rep- 
resentatives of the procurement agencies. They should provide 
uniformity in the structure of claims received from subcontractors, 
which is helpful to the prime contractor in analyzing and process- 
ing the claims. Each page should have specific instructions as to 
the items that are to be entered and the action to be taken. The 
summary page should call for the authorized certification in the 
form stipulated in P. R. 15 by officers of the subcontracting com- 


pany. 
Review of Subcontractor’s Claims 


Claims should be obtained by members of the purchasing depart- 
ment to pass on the reasonableness of the inventories in relation 
to the total order, the undelivered portion of the order, and the 
manufacturing schedule set up with the subcontractor. The 
values offered for the disposal of material must be reviewed also 
and a copy of the inventory submitted immediately to the con- 
tracting officer for his comments and instruction as to disposition. 
The claim should be reviewed by a member of the production 
organization, who should pass on the reasonableness of the inven- 
tory and the stages of completion shown. If necessary, a repre- 
sentative of this organization may visit the subcontractor’s plant 
to make spot checks of the inventory and possibly to ascertain 
whether more advantageous offers can be obtained for the items 
to be disposed of. Necessarily, these tests would be limited to the 
larger items in the inventories unless there is some reason for 
a more detailed review. The claim would then be reviewed by 
a member of the factory auditing organization, who checks the 
computation of the claim, the reasonableness of factory overhead, 
administrative and engineering expense, the bases of application, 
and the amount claimed for profit. In many cases these claims 
will be supported by sufficient data to permit of quick disposition. 
In other cases it may be necessary to request additional data. In 
a few instances, usually in the case of larger claims, it will be 
found desirable to send representatives to the subcontractor to 
review his books of account and other records, to inquire into his 
system of internal controls, to ascertain the basis of his distribu- 
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tion of overhead, and to make whatever other verifications appear 
to be necessary. 

The question of the amount to be allowed a subcontractor for 
factory overhead, administrative expense and profit is one which 
cannot be settled on a uniform basis. Usually, factory overhead 
and administrative expense are acceptable when it is shown that 
these costs are reasonable under the circumstances. As to profit, 
no maximum acceptable fixed percentage can be given, as much 
depends on the circumstances surrounding the contracts and the 
elements included in the claim. The promised issuance of a uni- 
form termination clause in respect to subcontracts may establish 
definite limits. When all organizations have reviewed the sub- 
contractor’s claim for their respective fields and the claim in its 
final aspects is considered reasonable, it should be certified as to 
its reasonableness to the contracting officer and the request made 
that he approve the claim. In those cases where it is felt that 
this certification cannot be given because of errors in compiling the 
claim or items that appear to be out of line, negotiations should 
be entered into with the subcontractor, necessary investigations 
made, and the claim revised to the satisfaction of all concerned. 
If the subcontractor insists that the claim is to be presented to the 
Government as compiled, it may be presented to the contracting 
officer with the statement of facts involved and without certifica- 
tion. Upon receipt of the contracting officer’s approval, the sub- 
contractor should be requested to submit an invoice which is put 
through regular channels for payment. 

Experiences in getting the approval of subcontractors’ claims 
by contracting officers indicate that this cannot be done without 
extensive differences of opinion. However, it has been gratifying 
to feel a spirit of cooperation on the part of the government offi- 
cials in working out these problems and the obvious desire to reach 
a meeting of the minds. The one hurdle that should be overcome, 
in my opinion, is the penchant of some contracting officers to audit 
practically all claims, regardless of size or of reviews made by 
the prime contractor. This results in differences of opinion over 
items of little consequence either dollarwise or from precedent 
setting points of view. While relatively unimportant, these items 
result in extensive delays and expense. 
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Preparing the Company’s Claim 

Concurrently, with the work of processing subcontractors’ 
claims, the company should undertake the establishment of its own 
claim. Where the contract is terminated completely, an organi- 
zation should set to work immediately in taking the required in- 
ventories and physically segregating the material in what is known 
as a cancellation storeroom. As: the material is segregated it 
should be reviewed by engineers and production representatives, 
and all that which is usable on other contracts should be ear- 
marked and an offer made to the contracting officer. If it can be 
used in its present condition without any further effort, the Gov- 
ernment should be offered full value. If further operations are 
needed to convert the material to the new requirements, the Gov- 
ernment should be offered its value minus the cost of such altera- 
tion. The purchasing department should undertake immediately 
to return as much commercial material as it can to original sup- 
pliers at as little cost to the Government as possible. As soon as 
inventories are completed, copies should be furnished the contract- 
ing officer, together with such offers as are available, for instruc- 
tions as to disposition. 





Use of a Paper Inventory for “Cutbacks” 


In those cases where there is a continuing portion of the con- 
tract, it is obviously inexpedient to stop work for the purpose of 
taking inventory. At the same time it is essential that a list of all 
the surplus material resulting from the cancellation or “cutback” 
be made as quickly as possible if the company is to present a claim. 
To this end a method has been devised by some of taking a paper 
inventory in lieu of the physical count. This method provides that 
all purchase orders and fabrication orders that are applicable to 
the contract be corralled and that an engineer ascertain, in respect 
to each item, the quantity applicable to the delivered portion of the 
contract and the quantity applicable to the portion to be completed. 
The remaining quantities are considered as applicable to the ter- 
mination and so inventoried. The items included on the inventory 
are segregated in each case, moved to the termination storeroom, 
and are available for disposition under termination procedures. 
While this method may not be quite as accurate as a physical 
count, it is meritorious in that it is very expeditious and permits 
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the preparation of a claim within the time limits recommended 
by government agencies. Care should be taken under this method 
to give the benefit of any doubt to the terminated portion rather 
than to the completed or continued portions ; in other words, esti- 
mate the requirements for the continued portion on the high side 
to the extent that the amount included in the claim, if wrong, is 
less than the amount that would have been included under a physi- 
cal count. In my opinion, this element of business risk, if you 
will, is more than offset by the promptness with which the claim 
is compiled and presented. 


Other. Costs 


The taking, compilation, and costing of the inventory is only the 
first step in the preparation of a claim. Admittedly, it is the most 
laborious and time consuming, but there are many other elements 
of cost that must be considered before the claim is ready for 
presentation to the Government. These include such costs as 
preparation order cost, high starting load cost, and other manu- 
facturing costs such as unexpired lease expense where applicable; 
inadequacy of recovery through loading rates of pre-manufactur- 
ing expenses such as programming, ordering and analysis, issuing 
purchase and shop orders, etc., (particularly in those cases where 
production has not proceeded very far) ; development and specific 
engineering, general administrative expense, and profit. In those 
instances where specific job costs are maintained, it should be 
relatively simple to establish the entire amount of preparation 
order cost that was incurred on the job. One method is to assess 
to the terminated portion of the contract the prorata amount of 
the cost so incurred. This system has been approved in principle 
by various officers of the procurement agencies. Starting load 
costs are also assessed to the terminated portion of a contract by 
the prorata method. While these costs are incurred in the first 
stages of production, the precept should be established fairly defi- 
nitely that the burden of such cost should be assessed to the entire 
contract rather than to the first items of production as the benefits 
of the experience derived will be reflected in units completed as 
the work progresses. 

Given all of these items we then have the current complete shop 
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cost of the terminated work to which should be added the follow- 
ing : 

a. Specific engineering required in the development of the 
product which is applicable to the entire contract and 
should be prorated between the completed portion and that 
which is terminated. 

b. The company’s usual factors for general and administra- 
tive expenses and (in certain instances possibly) mer- 
chandising, if this latter item is not recovered in shop 
load. (It is undoubtedly a safe practice to apply the same 
factors in this respect that were used in arriving at price 
in the contract in the first instance.) This brings the claim 
up to current complete cost. 


The mark-up for profit on terminations and the percentage to 
be used is one that must be established on the basis of specific 
company practices. If there are any limitations in the contract, 
these must be adhered to. If not, it might be considered reason- 
able to use the rate that would have been made if the contract had 
been completed. There is considerable difference of opinion as 
to the base to which this mark-up is to be applied, and whether 
under present regulations one rate is applicable to materials on 
which the company has expended effort and another in respect 
to materials on which no effort has been expended. These issues 
may be clarified as more experience is acquired under termina- 
tions, but it would seem that a reasonable expeditious method is 
the application of one rate to the base that was used originally in 
the establishment of price. The uniform termination clause is 
specific in this respect and will be used in all new contracts. 
Whether the profit rates allowed in this clause will be applied to 
existing contracts which were executed under other conditions time 
alone will tell. 


The Area of Controversy 

As stated before, this work should be done concurrently with 
that of processing suppliers’ claims. All kinds of specific prob- 
lems will arise, both in respect to suppliers’ claims and the com- 
pany’s own claim. To the extent possible, these should be resolved 
with the contracting officer as the work progresses and not be left 
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for debate at the time of negotiations in respect to final settlement. 
The type and nature of these controversial items will differ, it is 
expected, with each contracting officer, and will continue no matter 
what regulations may be enacted. However, it is expected and 
anticipated that regulations or legislation standardizing procedures 
and elaborating on the elements of admissible and inadmissible 
costs will help in expediting the processing and final settlement of 


I, 


At the moment these studies undertaken with the objective of 
standardization are along the following lines. 


Uniform Termination Clause. This clause has been 
accepted by all the Services and issued as a regulation. 
A statement of cost principles. This too has been issued. 
The determination of a fair and speedy method of settle- 
ment with subcontractors, possibly the issuance of a uni- 
form termination clause to be used in making subcon- 
tracts. 

The establishment of a central disposal agency which will 
assist in the disposition of materials resulting from ter- 
minations and accept delivery of such material as is not 
diverted, sold, or junked. 

The establishment of adequate machinery to provide for 
interim financing, pending final settlement. 

Legislation relieving contracting officers of personal re- 
sponsibility other than for fraud in authorizing advance 
payments and negotiating final settlements. 

Inclusion of interest as an item of cost in termination 
claims in respect to assets frozen as a result of termina- 
tion for those concerns which are financing such termina- 
tions with their own monies. 

Establishment of a board of appeal to which a contractor 
may resort in the event of failure to execute a settlement 
with a contracting officer by negotiation or by formula. 
Over-all company settlements as differentiated from set- 
tlement by contracts, regardless of whether a concern is 
primarily a prime contractor or a subcontractor, wher- 
ever it is considered that this means of effecting settle- 
ments is more expeditious than settlement by contracts. 
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10. Legislation authorizing some method of providing for 
the inclusion in claims covering terminated contracts of 
an allowance for conversion of the contractor’s plant to 
his normal peacetime requirements. 


While the problems have been many and at times it has ap- 
peared that points of difference or exceptions taken by contracting 
agencies have been minor, it must be remembered that a large 
number of terminations have taken place in the pioneering stages 
and that as a result of the experience acquired by both the respon- 
sible government agencies and contractors basic procedures have 
developed which will prove helpful in expeditious and equitable 
settlements in the future. Developments are taking place so rap- 
idly that it is impossible to do more than make suggestions in the 
line of procedures existing as of today. Proposed changes in 
administrative procedures as well as prospective legislation may 
call for many procedural changes. Contractors should organize 
so as to be in a position to give immediate consideration to any 
developments which occur with respect to the situation and be 
in a sufficiently flexible position to be able to absorb readily all 
new developments. 

















From the Want Ads 


BEST ACCOMMODATIONS AVAILABLE: Pleasant 
surroundings, intelligent companions, lively cost prob- 
lem discussions going on daily. Best cuisine at reason- 
able rates. All modern conveniences. Located near 
lake. 


BARGAIN IN INFORMATION: Nationally known speak- 
ers, the best in their respective fields, offer advice on 
current and post-war cost problems of cost accountants. 
Interested persons can make reservations with the 
Palmer House, Chicago. 


ADVICE ON FUTURE: Future and current cost problems 
will be given consideration on June 25, 26, 27, and 
28, 1944, at the 


25th International 


Cost Conference 
Palmer House 
CHICAGO, ILL. 








WARNING ON PALMER HOUSE HOTEL 
RESERVATIONS 


Be sure to state in making your reservations that they are 
for the N. A. C. A. CONFERENCE. The hotel is refusing 
all others. If you have made reservations without indicating 
that they are for our Conference, please repeat them at 
once, giving this information. 























